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Barbara M. Wright, CPA 
Ernst & Ernst
Tampa, Florida
GUEST WRITER: This column is the work 
of Stephen D. Higgins, CPA, a tax manager 
and the director of international tax opera­
tions in the Minneapolis, Minnesota, office 
of Touche Ross & Co.
Mr. Higgins is a graduate of the University 
of Minnesota and a member of several pro­
fessional societies. He is a frequent con­
tributor of international tax articles to the 
monthly publication of the Minnesota Soci­
ety of CPAs and has participated in a number 
of seminars on international taxation.
The Revenue Act of 1971 included the 
Domestic International Sales Corporation 
(DISC) legislation which made available 
the special DISC treatment for taxable 
years beginning on or after January 1, 
1972. Because DISC returns are not due 
until eight and one-half months after its 
year end, many companies are just now 
facing the problems associated with filing 
the DISC return and continuing to qualify 
the corporation as a DISC. The problems 
which appear to occur most frequently are 
as follows:
(1) Investment of DISC funds in assets 
other than producers' loans.
(2) Payments to the parent corporation 
that can qualify as export promotion ex­
penses.
(3) Allocation of expenses in determin­
ing the combined income under the 50/50 
method.
Investment of DISC funds
To continue to qualify as a DISC the cor­
poration must have at least 95% of its 
assets in qualifying export assets. The 
most notable asset that can qualify is a 
"producer's loan". A "producer's loan" is 
a loan made by the DISC to a qualified 
borrower (normally to a related manufac­
turing corporation). The loan cannot ex­
ceed an amount determined by statutory 
formula nor have a maturity of more than 
five years. The proposed regulations re­
quire that the computation of the limita­
tion on the loan amount must be certified 
by a certified public accountant and addi­
tional full substantiation of compliance 
may be required by the district director. 
From an administrative cost standpoint, 
it does not appear that the "producer's 
loan" is the most attractive investment for 
most DISC'S at this time.
An alternative investment that appears 
to be better suited for most DISC'S is the 
acquisition of "foreign" receivables from 
related corporations. The "foreign" re­
ceivables qualify as export assets if they 
arise from the sale of qualified export 
property. In the author's experience, the 
"foreign" receivables of related corpora­
tions of most DISC'S are adequate to cover 
projected DISC earnings for the next five 
to ten years.
The acquisition of "foreign" receiv­
ables of a related corporation could be an 
administrative burden if the related cor­
poration had to segregate and specifically 
identify receivables sold and then pay 
over the proceeds to the DISC each time a 
receivable was collected. The author is 
aware of at least one favorable private rul­
ing issued by the IRS in this area where 
the DISC purchased an undivided in­
terest in the receivables and only one 
entry was made each year to record the 
purchase of the receivables.
Export Promotion Expenses
Under the intercompany pricing rules, a 
DISC is allowed to derive taxable income 
from the sale of export property by using 
any one of three different methods of 
computation. Two of these methods (the 
4% and 50/50 method) use as one factor in 
the computation the amount of "export 
promotion expenses" incurred by the 
DISC. In general, the more export ex­
penses incurred directly by the DISC 
(rather than by the related corporation) 
the more taxable income can be allocated 
to the DISC.
With limited exceptions the expenses 
must actually be incurred and paid by the 
DISC to qualify as "export promotion ex­
penses". Intercompany billings from the 
DISC'S parent or other related corpora­
tions for otherwise qualified export ex­
penses will not normally qualify as "ex­
port promotion expenses".
One of the exceptions to the general 
rule is where the related corporation con­
tracts with an independent contractor to 
perform a function that would otherwise 
qualify as an "export promotion expense" 
if prior to such contract the DISC and the 
related corporation enter into a written 
agreement that all or part of the contract is 
for the benefit of the DISC and such ex­
penses will be borne by the DISC. Thus in 
situations, for example, where the related 
corporation engages independent con­
tractors to sell its products abroad, the 
DISC and the related corporation should 
enter into the type of agreement discuss­
ed above. Then the reimbursement by the 
DISC to the related corporation of sales 
commissions on export property could 
qualify as "export promotion expenses".
Allocation of expenses 
under the 50/50 method
One of the income allocation methods 
that may be used in determining the net 
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Stock exchanges consider qualified 
opinions on financial statements of their 
listed companies as generally unaccepta­
ble. A public offering of securities by a 
company whose auditors have disclaimed 
an opinion or expressed an opinion qual­
ified for a scope limitation would not be 
permitted by the Securities and Exchange 
Commission. Whether the company is 
public or privately held its lenders, seeing 
an opinion qualified for lack of informa­
tion on the outcome of a lawsuit, might 
become nervous and require immediate 
payment of demand obligations or 
otherwise sever relations with the com­
pany as soon as possible.
The issues arising here between the ac­
counting and legal professions are rem­
iniscent of the problems encountered 
when the AICPA Committee on Auditing 
Procedure was preparing Statement on 
Auditing Procedure No. 48, Letters for Un­
derwriters. Many hours were spent at­
tempting to select the proper words or 
phrase acceptable to both the auditor and 
the attorney. Part of the problem now 
would seem to be the expanding roles 
which are being assigned to the auditor 
and to the attorney by the Securities and 
Exchange Commission, the financial 
community and the investing public. 
John C. Burton, the Chief Accountant of 
the SEC, has stated that 1974 is the year of 
the auditor. He sees the auditor serving a 
more important function in reporting in 
the future on such matters as interim re­
ports and company disclosures now con­
sidered not within the province of the 
auditor. Attorneys who ordinarily con­
sider themselves advocates in relation to 
their clients were told recently by A.A. 
Sommer, Jr., one of the five SEC Commis­
sioners, that they must become auditor as 
well as advocate. He spoke of attorneys 
being independent in certain matters, 
recognizing their responsibility to the in­
vesting public and adopting the healthy 
skepticism toward the representations of 
management which a good auditor must 
adopt.
Auditors and attorneys are considering 
ways to resolve the issues concerning the 
letter of audit inquiry and the attorney's 
response; however, this may not be ac­
complished in the near future. In the 
meantime, the auditor may follow certain 
suggestions which are given in the 
Commentary. These are summarized 
below:
Indicate willingness to accept re­
sponses that omit burdensome num­
bers of small items by specifying 
amounts. Matters whose effects are 
expected to be of a lower order need 
not be reported by counsel. The word
"material” should not be used. Define 
"contingent liability”. A definition of 
"contingency” appears in paragraph 
5514.01 of APB Accounting Principles 
Current Text:
"In accounting a contingency is an ex­
isting condition, situation or set of cir­
cumstances, involving a considerable 
degree on uncertainty, which may, 
through a related future event, result 
in the acquisition or loss of an asset, or 
the incurrence or avoidance of a liabil­
ity, usually with the concurrence of a 
gain or loss. A commitment which is 
not dependent upon some significant 
intervening factor or decision should 
not be described as a contingency."
Omit from letters of audit inquiry ques­
tions that may appear to be unduly 
sweeping.
Arrive at a mutually satisfactory agree­
ment with the client's counsel on wording 
for the response that would provide for 
excluding from the response matters as to 
which the counsel has neither advised nor 
been consulted by the client. Examples of 
wording which the auditor and the attor­
ney may find acceptable are:
"While this firm represents the com­
pany on a regular basis, this response 
does not include matters as to which 
the company is represented by other 
counsel and as to which we have not 
been advised or consulted by the com­
pany.”
"This firm represents the company 
only in connection with its labor 
negotiations and union contracts and 
has not been engaged for any other 
purpose."
"The company is a party to a number 
of agreements, such as leases and 
purchase or sale contracts, all of which 
may involve possible liabilities. Such 
matters are not covered by this re­
sponse, except to the extent that we 
have advised or have been consulted 
as to claims or other possible liabilities 
thereunder."
There is an illustrative letter of audit 
inquiry, which is not intended to be a 
model, with the Commentary. Some of the 
wording from this letter follows:
"... please furnish to our indepen­
dent auditors ... a description of any 
litigation, of which you have knowl­
edge, involving the company or any of 
its subsidiaries which was pending at 
(balance sheet date) or which has sub­
sequently been initiated. In addition, 
please furnish to them a description of 
any other matters, of which you have 
knowledge involving impending liti­
gation or claims by or against, or a 
contingent liability of, the company or 
any of its subsidiaries at (balance sheet 
date) or arising subsequently.
"In describing the matters reported, 
please state the amounts involved and 
your opinion as to the probable out­
come, including, to the extent possi­
ble, an estimate of the ultimate liability 
or amount to be realized."
The Commentary concludes with the 
hope that the auditors and the attorneys 
will continue to work together to resolve 
the differences in their views concerning 
the letter of audit inquiry and the 
attorney's response.
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income of the DISC is the so-called 50/50 
method. Under this method the DISC is 
allowed to earn income equal to the sum 
of one-half of the combined taxable in­
come of the DISC and the related corpora­
tion on qualified export sales or services 
plus 10% of the export promotion ex­
penses.
The idea still persists with many com­
panies that in determining combined tax­
able income only cost of sales and directly 
allocable costs have to be considered. 
However, the regulations provide, in 
general, that in addition to directly allo­
cable costs and expenses, a ratable por­
tion of other expenses not directly related 
to any item or class of income must be 
deducted in arriving at combined taxable 
income. The regulations provide that 
such ratable share is to be determined in 
accordance with the regulations at Section 
1.861-8. Although new more restrictive 
proposed regulations appear under Sec­
tion 861, the present regulations would in 
most situations require an allocation of at 
least a portion of the general and adminis­
trative expenses of the related corpora­
tion. Such allocation would normally be 
based on the ratio of the combined gross 
income on DISC sales to the total gross 
income from all sales of the related corpo­
ration.
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